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SUMMARY OF SUBCHAPTER C ADVISORY GROUP 
RECOMMENDATIONS 


On December 11, 1958, the revised and final report on corporate 
distributions and adjustments was released. This revised report, and 
the accompanying revised proposed amendments, were submitted by 
the Advisory Group on Subchapter C, appointed by the Subcommittee 
on Internal Revenue Taxation on November 28, 1956. The revis i 
report and the revised proposed ameadments are a substitute for the 
earlier report and proposed amendments released on December 24, 
1957, with respect to which testimony was received during the course 
of the hearings on general revenue revision held by the Committee oa 
Ways and Means in January and February 1958. 

In addition to incorporating the previous recommendations of the 
advisory group, the revised report and proposed amendments contain 
a number of additional recommendations and modifications of the 
advisory group’s previous recommendations. These changes and 
additions are the result of the advisory group’s further studies and its 
consideration of the testimony presented at the hearings and of the 
additional comments and suzgestions submitted to the advisory group. 

On February 12, 1959, Chairman Mills introduced H.R. 4459 (a 
bill to amend certain provisions of the Internel Revenue Code of 
1954 with respect to corporate distributions and adiustments). This 
bill contains the Subchapter C .\dvisory Group proposed amend- 
ments, as revised, 

For the most part, the advisory group’s recommendations conform 
to the existing framework and policies contained in subchapter C of 
the 1954 Code. However, the advisory group has made a number 
of recommendations which involve major policy considerations. The 
adoption of some of these would introduce important new concepts 
in the area of corporate distributions and adjustments. 

The following summary of the recommendations made by the 
Subchapter C Advisory Group is divided into three parts: ‘I. Recom- 
mendations Involving Major Policy Consideration;” “II. Recommen- 
dations Making Important: Changes Within the BDxisting Statuto 
Framework ;” and “IIT. Recommendations Making Technical Amend- 
ments (Changes of Relatively Minor Importance, Made Within the 
Existing Statutory Framework).”” The summ ry of each recommen- 
dation listed below is preceded by a brief exp] nation of existing law. 
This summary does not discuss the reasons advanced by the adviso 
group for its recommendations. These reasons are set forth in f 
in the revised report of the advisory group. 


I. RECOMMENDATIONS INVOLVING MAJOR POLICY 
CONSIDERATIONS 


1. Distributions of stock and stock rights (Revised Report, pp. 14-16; 
H.R. 4459, p. 16) 


Existing law.—Section 305(a) of the 1954 Code provides generally 
that a distribution by a corporation to its shareholders of its own 
stock (or rights) is not taxable to the shareholders. However, if the 
distribution is, at the election of any of the shareholders, payable 
either in stock or in property, section 305(b) provides that the distribu- 
tion will be taxable, whether or not the shareholder elects to take 
stock. Where a corporation has two or more classes of common 
stock, with dividends payable in cash on one class and in stock on the 
other class, the question has arisen whether a stock dividend paid on 
one class (accompanied by a cash dividend on the other) is taxable. 
(This is the so-called “Citizens Utilities” problem.) The Treasury 
Department has issued proposed regulations construing the election 
language in section 305(b) as making taxable any stool dividend to 
one class of common stock where it is accompanied by a property 
distribution to the other class. 

Recommendation.—A new paragraph would be added to section 
305(b) providing that if a distribution is made with respect to common 
stock of a corporation (whether of one or of more than one class), the 
distribution will be taxable to the shareholders if: (i) it is payable 
in stock with respect to a portion of such stock and in property with 
respect to the balance, and (ii) the effect of such distribution is to 
increase the proportionate interest of the recipient in the assets and 
earnings and profits of the corporation. This rule would be applicable 
whether or not the shareholders are regarded as having an election 
with respect to the medium of payment. 


2. Charitable contributions of section 306 stock (Revised Report, pp. 
16-17) 

Existing law.—-Under the 1954 Code, a stock dividend made by a 
corporation in its preferred stock is generally not taxable to the cor- 
poration’s shareholders. However, such preferred stock is section 306 
stock, and, under section '306, its sale or redemption will usually result 
in an ordifiary income tax to the shareholder, This treatment is: for 
the purpose of preventing a so-called “‘bailout’’ of earnings and profits 
by sales or redemptions of preferred stock received. in a tax-free dis- 
tribution. Under existing law, however, a shareholder may contribute 
such preferred stock to a charitable organization and incur no tax on 
the contribution, since it has been ruled that there is no “amount 
realized’”’ on the contribution. Moreover, the shareholder is entitled 
to a charitable contribution deduction based upon the fair market 
value of the preferred stock (subject to the general percentage limita- 
tions). 

Sasidnesdilten An amendment to section 170 would add an 
additional limitation on the allowance of the deduction for charitable 
contributions. This limitation, applicable in the case of any charitable 


‘ 

















SUBCHAPTER C ADVISORY GROUP RECOMMENDATIONS 3 


contribution of section 306 stock, would reduce the amount of the 
charitable contribution, for purposes of computing the amount of the 
charitable contribution deduction, by the amount which would have 
been taxed at ordinary income rates under section 306 if such stock 
had been sold instead of contributed. 


8. Definition of indebtedness of a corporation (Revised Report, pp. 23- 
24; H.R. 4459, pp. 20-21) 

Existing law.—Present law contains no statutory definition of in- 
debtedness of a corporation. The problem of what constitutes debt 
of a corporation has been the subject of a great deal of controversy 
and litigation. The question of whether a corporate instrument 
constitutes debt or stock is important in a number of situations: 
‘ (i) whether amounts paid with respect to such instrument are interest 
payments, and so deductible, or are dividends, and so are not de- 
ductible; (ii) if the instrument becomes uncollectible, whether it is 
to be treated as a bad debt loss or as a stock loss; and (iii) whether 
repayment with respect to the instrument constitutes the payment of 
indebtedness or constitutes a redemption of stock essentially equiva- 
lent to a dividend. 

Recommendation.—A_ definition of indebtedness of a corporation 
would be added to section 317. Indebtedness of a corporation would 
include any unconditional written obligation to pay on demand on 
or before a specified, not unreasonably distant date, a sum certain 
in money, which was incurred either upon a distribution to share- 
holders or for an adequate consideration, under circumstances which 
do not negative any reasonable expectation of payment, provided 
that the following four additional conditions are met: (i) the obliga- 
tion is not subordinated to the claims of trade creditors pascbalty ; 
(ii) the interest rate is not excessive, is not dependent upon earnings, 
and the interest is unconditionally due no later than maturity; (mi) 
the obligation does not entitle the holder to vote for directors; and 
(iv) if the obligation is initially held or guaranteed by a shareholder, 
the principal amount of all such obligations does not exceed by more 
than a 5 to 1 ratio the fair market value of all the corporation’s stock 
Mg the total of the capital and paid-in surplus, if that is greater). 

his definition is intended to be without prejudice to the determina- 
tion of the status of other alleged obligations not coming wichin its 
terms. 


4. Reeognition of gain or loss to shareholders on complete and partial 
liquidations and on certain stock redemptions under section 302 (Re- 
vised Report, pp. 29-35; H.R. 4459, pp. 29-32) 

Existing law.—Section 331 of present law treats a partial or complete 
liquidation of a corporation as a sale by the shareholder of his interest 
in the corporation. Thus, a shareholder receiving a distribution in 
partial or complete liquidation of the corporation generally realizes 
capital gain or loss measured by the difference between his basis for 
his stock and the fair market value of the mone received by him 
on the liquidation. Section 302(a) of present law also provides 
capital gain or loss treatment for other stock redemptions where they 
are not essentially equivalent to a dividend, are substantially dis- 
proportionate, or are in termination of the shareholder’s interest. 

he operation of the rules of existing law can be shown by the 
following example: A owns stock in a corporation which has a tax 
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basis to A of $50. A transfers his stock to the corporation (in com- 
plete or partial liquidation or in a stock redemption which is not 
essentially equivalent to a dividend), in exchange for property of the 
corporation having a basis to the corporation of $75 and a fair market 
value of $100. A is taxed on a $50 gain—the corporation’s basis for 
the property does not affect A’s tax. A’s basis for the property 
received is $100. 

A limited exception to these rules is made under present law by 
section 333. Section 333 provides in general that gain will not be 
recognized to a corporation’s shareholders where the corporation is 
completely liquidated within 1 calendar month, except to the extent 
of any cash or any stock or securities acquired by the corporation after 
December 31, 1953, and to the extent of any accumulated earnings 
and profits of the corporation. Moreover, the shareholder’s ratable 
share of accumulated earnings and profits is taxed to him as a dividend. 
Section 333 is applicable only where elected by 80 percent of a corpora- 
tion’s shareholders. 

Recommendation.—A new subsection would be added to section 331 
providing for nonrecognition of gain to the shareholders of a corpora- 
tion in the case of complete and partial corporate liquidations and in 
the case of stock redemptions entitled to capital gains treatment under 
section 302. The new subsection would apply the so-called basis- 
over-basis rule. That is, if the adjusted basis to the corporation for 
the particular assets distributed to the shareholder exceeds his basis 
for his stock, gain would be recognized only to the extent of the excess. 
For example, if A’s stock has a basis of $50, and is sold to the corpora- 
tion by A in a distribution in partial or complete liquidation (or in a 
stock redemption treated as not essentially equivalent to a dividend) 
in exchange for property of the corporation having basis to the corpo- 
ration of $75 and a fair market value of $100, A will be taxed on a $25 
gain (instead of a $50 gain under present law), and A’s basis for the 
property received will be $75 (instead of $100 under present law). 

If the corporation’s basis for the particular assets distributed to the 
shareholder is less than his basis for his stock, no gain will be recog- 
nized on the liquidation. Thus, in the preceding example, if the 
corporation’s basis for the property distributed had been $25, A would 
not be taxed on any gain and the property would have a $50 basis in 
A’s hands (i.e., the property would take as its basis the basis of A’s 
stock). 

If the shareholder realizes a loss on the transaction, the loss will be 
recognized immediately, as under existing law. For example, if A’s 
basis for his stock was $50 and the fair market value of the property 
received by him was $25, A would have a $25 recognized loss and the 
property would have a basis of $25 in A’s hands. 

The approach described above is, in general, the same as that pro- 
vided by the 1954 Code as it was originally reported by the Committee 
on Ways and Means. In general, its purposes are to defer the taxa- 
tion of appreciation in value of corporate assets and, at the same time, 
to tax, at capital gains rates, the accumulated earnings and profits of 
the corporation (whether represented by money or by purchased 
assets). 

The rules described above are applicable in the case of distributions 
by any corporation, foreign or domestic, except certain distributions 
by collapsible corporations. See the discussion under 5 below. 
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The advisory group also recommends repeal of section 333 of existing 
aw. 


5. Collapsible corporations (Revised Report, pp. 35-48; H.R. 4459, pp. 
43-52) 

Existing law.—Section 341 of the 1954 Code relates to collapsible 
corporations. The purpose of this provision is to prevent income 
which would otherwise be taxed at ordinary income rates from being 
converted into income taxable at capital gain rates merely by use of 
the corporate entity. Section 341 provides that the entire gain from 
the sale or exchange of stock in a collapsible corporation (including 
gain from distributions in complete or partial liquidation) will be taxed 

at ordinary income rates. A collapsible corporation is defined as a 
' corporation which is formed or availed of principally for the manu- 
facture, construction, or production of property, or for the purchase 
of certain property, with a view to the sale or exchange of the stock 
by the shareholders before the corporation realizes a substantial part 
of the taxable income to be derived from the property. Where the 
fair market value of certain corporate assets (e.g., inventory, unrealized 
receivables, and certain depreciable property) exceeds specified per- 
centages a corporation shall be presumed to be a collapsible corpora- 
tion unless shown to the contrary. Section 341 is not applicable in the 
case of shareholders owning 5 percent or less of the corporation’s 
stock; where 70 percent or less of the shareholder’s gain is attributable 
to the collapsible property; or where the shareholder’s gain is realized 
more than 3 vears after the completion of the manufacture, construc- 
tion, production, or purchase of the collapsible property. 

The Technical Amendments Act of 1958 added a new subsection (e) 
to section 341. The new subsection provides four limited exceptions 
to the application of section 341. They were added in order to avoid 
determinations of subjective intent in the situations described in the 
amendment and also, in such situations, to avoid the possibility that 
existed under section 341 of converting capital gain income into ordi- 
nary income. The four exceptions relate to (i) sales or exchanges of 
stock (other than sales or exchanges of stock to the issuing corpora- 
tion or to certain related persons) ; (ii) certain distributions in complete 
liquidation taxed as capital gains under section 331; (iii) certain com- 
plete liquidations for which nonrecognition treatment is provided 
under section 333; and (iv) certain sales or exchanges of property by 
the corporation under section 337 (relating to nonrecognition of gain 
or loss on sales or exchanges in connection with certain liquidations). 
A transaction will not come within any of these exceptions unless the 
net unrealized appreciation on the “ordinary income” assets of the 
corporation does not exceed 15 percent of the net worth of the corpo- 
ration. The “ordinary income” assets of a corporation, in general, 
are those assets of the corporation which, if sold at a gain, would result 
in the imposition of an ordinary income tax on the corporation. If 
any shareholden of the corporation owns more than 20 percent of the 
corporation’s stock (5 percent in the case of liquidations under sec. 
333), the “ordinary income” assets of the corporation include those 
additional assets of the corporation which, if sold at a gain by such 
shareholder, would result in the imposition of an ordinary income tax 
on such shareholder. If the shareholder owns 20 percent or less of 
the corporation’s stock, but more than 5 percent, there are also taken 
into account as ‘‘ordinary income” assets, as to that shareholder, the 
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additional corporate assets which if sold by him, would result in 
ordinary income. 

The fact that any corporation or its shareholders does not meet the 
requirements of subsection (e) is not to be taken into account in 
determining whether or not the corporation is a collapsible corporation 
under section 341. 

Recommendations.—Section 341 of existing law would be repealed 
and a new section 343 would be added. collapsible corporation 
would be defined as a corporation the unrealized appreciation on 
whose section 343 assets is both (i) more than 15 percent of the cor- 
poration’s net worth, and (ii) more than 15 percent of the unrealized 
appreciation on all its assets. In general, the term “section 343 
assets” is defined as including those assets the gain from the sale of 
which would constitute ordinary income. 

An asset which is not a “section 343 asset’ (i.e., an “ordinary 
income’’ type asset) in the hands of the corporation may nevertheless 
be so characterized as to a particular shareholder (or, in certain cases 
as to gain recognized to the corporation) if it would have produced 
ordinary income if held by the shareholder and sold by him. How- 
ever, there would be excluded from the category of “section 343 
assets’ (i) assets (other than inventory or ay in other collapsible 


corporations) whose unadjusted basis consists, by 90 percent or more, 
of costs incurred by the taxpayer more than 3 years previously; and 
(ii) inventory of a kind customarily sold by the taxpayer for 3 years or 
more (other than inventory the value of which customarily increases b 

reason of aging—e.g., whisky). The amount of inventory so excluded, 
however, is limited to the average amount of such inventory held at 


the close of each of the 3 preceding years or the average annual gross 
sales of such inventory during such 3-year period, whichever is less. 

Where stock of a collapsible corporation is sold (by a shareholder 
owning 5 percent or more of the corporation’s stock) to any person 
other than the issuing corporation, the shareholder’s gain on the sale 
will be “fragmented,” That is, so much of his gain as is equal to the 
shareholder’s ratable share of the unrealized appreciation on section 
343 assets (i.e., those assets which if sold would produce ordinary 
income) will be taxed as ordinary income, and the remainder of the 
shareholder’s gain will be taxed as capital gain. 

Where a collapsible corporation makes a distribution in partial or 
complete liquidation, or redeems the shareholder’s stock in a stock 
redemption not essentially equivalent to a dividend, either of the 
following rules will be applicable: 

(i) The first rule coos where a shareholder receives on the distri- 
bution particular property which has unrealized appreciation attrib- 
utable to ordinary income assets which is substantially proportionate 
to the shareholder’s share of the total unrealized appreciation on all 
of the corporation’s ordinary income assets. (This is described as 
an “aliquot’’ distribution—an example would be where a corporation 
completely liquidates, with each shareholder receiving his propor- 
tionate interest in each asset of the corporation, and the business is 
continued by the shareholders as a partnership.) In the case of such 
a distribution, the so-called basis-over-basis rule described in 4 above 
is applicable. Thus, the shareholder will have only capital gain or 
loss on the liquidation, and will take as his basis for the property 
distributed to him the basis such property had in the rea of the 
corporation. If the shareholder sells, within 5 years, the ordinary 
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income assets of the corporation distributed to him, any gain would 
be treated as ordinary income. 

(ii) The second rule is applicable where the shareholder does not 
receive his proportionate share of the “ordinary income’’ assets of the 
corporation (i.e., the distribution is ‘‘nonaliquot’’—for example, the 
shareholder receives only cash). In the case of such a distribution 
the regular sale rule will apply. The shareholder will realize gain or 
loss to the extent the fair market value of the assets distributed to 
him exceed his stock basis and such gain will be fragmented— that 
part of his gain representing his ratable share of the corporation’s un- 
realized appreciation on its ordinary income assets being taxed as 
ordinary income to him. If the unrealized appreciation on the ordi- 
_ Mary income assets received by the shareholder substantially exceeds 
his pro rata share of the unrealized appreciation on all the corpora- 
tion’s ordinary income assets (e.g., the shareholder receives all of the 
corporation’s inventory), an additional rule is applicable: the cor 
ration will be taxed (unless the distribution is in complete liquidation 
of the corporation) to the extent of such excess, as though it had sold 
such assets to third parties. 

Section 337 will be made applicable in the case of sales or exchanges 
of property by collapsible corporations. Thus, section 337 will apply 
to relieve such a corporation from tax, but the shareholder’s liquida- 
tion gain will be tra ented” so that the portion of the share- 
holder’s gain attributable to the corporation’s ordinary income assets 
will be taxed at ordinary income tax rates and the remainder of the 
shareholder’s gain will be taxed at capital gains rates. 


6. Corporate reorganizations (Revised Report, pp. 75-83; H.R. 4459, 
83-89) 

Existing law.—Section 368 of present law defines the term ‘‘reor- 
ganization” to include any one of the following three transactions: 
(A) a statutory merger or consolidation; (B) the acquisition by one 
corporation, in exchange solely for its voting stock, of stock of another 
corporation if after the acquisition the onan corporation has 80 
percent control of the other corporation; and (C) the acquisition by 
one corporation, in exchange solely for its voting stock, of substan- 
tially all the assets of another corporation. 

The stock interest required to be given by the acquiring corporation 
to the stockholders of the acquired corporation is referred to as the 
required “continuity of interest.” In the case of (B) (acquisition of 
stock) reorganizations described above, the stockholders are required 
to receive solely voting stock (whether preferred or common). The 
same requirement exists in the case of (C) (acquisition of asset) 
reorganizations, save for a limited exception—up to 20 percent of the 
consideration paid can be other property (securities, money, etc.) but 
for this purpose any liabilities assumed by the acquiring corporation 
must be counted as other property. In the case of (A) reorganizations 
(statutory mergers or consolidations), while there is no statutory 
requirement, the courts have developed a judicial continuity of 
interest rule. The shareholders of the merged corporation (or of the 


predecessor corporations, in the case of a consolidation) may receive 
any kind of stock on the reorganization, common or preferred, voting 
or nonvoting, and in addition, can also receive other property (i.e., 
“boot”’). owever, it is clear under the court decisions that a sub- 
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stantial part of the consideration received by them (probably 50 
percent or more) must consist of stock in the acquiring corporation. 

Where boot is permitted to be transferred in connection with a 
reorganization it is taxable as a dividend, under existing law, to the 
extent it has the effect of the distribution of a dividend. However, 
the amount of boot taxable as a dividend is limited to the shareholder’s 
gain on the reorganization (i.e., the excess of the fair market value of 
the stock, securities and boot received by him over his adjusted basis 
for his stock and securities exchanged). 

A number of important consequences turn upon whether a particu- 
lar transaction constitutes a reorganization: 

(i) As to the corporation transferring its assets, if the transaction 
constitutes a reorganization, gain is recognized only to the extent of 
boot received by it and not distributed. If the transaction does not 
constitute a reorganization, gain or loss will be recognized in full to the 
transferor corporation. 

(ii) If the transaction constitutes a reorganization, gain or loss will 
be recognized to the shareholders and security holders of corporations 
a party to the reorganization who exchange their stock or securities in 
connection with the reorganization only to the extent of any boot re- 
ceived by them. As noted above, in some instances the boot may be 
taxed as a dividend. If the transaction does not constitute a reor- 
ganization, the gain or loss on an exchange by such stockholders and 
security holders would generaly be recognized in full and treated as 
capital gain or loss. 

(iii) If the transaction constitutes a reorganization, the corporation 
nequiring property on the reorganization has a ‘‘carryover”’ basis for 
such property—i.e., the basis the property had in the hands of the 
transferor is also its basis in the hands of the acquiring corporation. 
[f, on the other hand, the transaction does not constitute a reorganiza- 
tion, the acquiring corporation would have a stepped-up or stepped- 
down basis for the property acquired—i.e., the property acquired 
would have as its basis the fair market value of the property transferred 
in exchange therefor. 

(iv) If the transaction constitutes a reorganization, the acquiring 
corporation may be entitled to the “carryovers” described in section 
381 (e.g., earnings and profits and net operating loss carryovers). If, 
on the other hand, the transaction does not constitute a reorganization, 
no such carryovers would be permitted. 

A problem exists under existing law with respect to so-called “rein- 
corporations.” These transactions are for the purpose of withdrawing 
corporate funds from a corporation by paying, at most, a capital gains 
tax, while at the same time keeping the assets of the corporation in 
corporate solution (i.e., keeping these assets in the same corporation 
or in a different corporation controlled substantially by the same 
persons). For example, a corporation having substantial accumulated 
earnings may be completely liquidated, the corporation’s liquid assets 
retained by the shareholders, and the corporation’s business assets 
immediately reincorporated by the old shareholders. The 1954 Code 
in section 368(a)(1)(D), defines a (D) reorganization as a transfer by 
a corporation of all or part of its assets to another corporation, pro- 
vided that the transferor corporation, or its shareholders, are in 80 
percent control of the corporation to which the assets are transferred. 
However, by reason of additional technical requirements, the trans- 
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feree either must have acquired substantially all of the transferor’s 
assets and the transferor must be completely liquidated or the trans- 
action must. qualify as a corporate division (spinoff, splitoff, or splitup) 
under section 355. These technical provisions have made the problem 
of reincorporation more difficult to deal with, since the cash or other 
property distributed to the shareholders and not transferred to another 
corporation may. be substantial in amount... As a result, it may be 
more difficult to apply, for example, the boot. rules applicable in the 
case of reorganizations (which would tax boot in most of these cases 
as a dividend). 

Recommendations.—The advisory group would revise the definition 
of corporate reorganization so that the same continuity of intersst 
.rule applies to all corporate combinations. The consideration which 
would be permitted to be transferred in the case of any (A) (statutory 
merger or consolidation), (B) (acquisition of stock), or (C) (acquisi- 
tion of assets) reorganization would be as follows: (i) two-thirds of 
the consideration transferred by the acquiring corporation (excluding 
liabilities) may be stock, voting or nonvoting, preferred or common; 
and (ii) one-third of the consideration transferred may take the form 
of any other property (cash, securities, ete.). Thus, the “‘solely for 
voting stock” requirement under present law in the case of (B) and 
(C) reorganizations would be eliminated—the consideration could be 
two-thirds nonvoting preferred stock and one-third cash. (However, 
as noted below, under the proposed revision the (B) reorganization 
definition would be applied shareholder by shareholder.) In the case 
of (A) reorganizations (statutory mergers and consolidations) the same 
rule would apply, thus establishing a statutory continuity of interest 
rule in lieu of the somewhat vague (and probably more liberal) judicial 
rules. (The rules recommended by the advisory group differ from the 
rules recommended in its original report—in that report a 50-percent 
figure was used instead of the two-thirds rule described above, and, in 
addition, statutory mergers and consolidations were completely elimi- 
nated as a separate category of reorganization.) In the case of a 
(C) reorganization (acquisition of assets), the transferor corporation 
would be required to be completely liquidated pursuant to the 
reorganization. 

The treatment of boot received by the shareholders on a reorganiza- 
tion has also been revised. (As noted above, up to one-third of the 
consideration transferred may take the form of boot.) In general, a 
shareholder would be taxed on the receipt of boot in a reorganization 
in the same manner as he would have been taxed as if the distribution 
were made by a corporation without a reorganization occurring. 
Thus, the provision of existing law taxing boot as a dividend only to 
the extent of the shareholder’s gain on the transaction would be eiim- 
inated (in the case of the distribution of a dividend, the shareholder’s 
basis for his stock is not relevant in determining the amount taxable 
as a dividend). Furthermore, it would be made clear that in the case 
of a distribution of boot in a reorganization, such part of the distribu- 
tion as has the effect of a partial liquidation (e.g., a distribution repre- 
senting the proceeds from the sale of a business), or a stock redemption 
not essentially equivalent to a dividend under section 302 or 303, will 
be entitled to capital gain treatment. Furthermore, any boot re- 
ceived in exchange for securities which has the effect of payment of 
interest on the securities will be treated as interest income to the re- 
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cipient. Any boot not treated as a dividend, partial liquidation, or 
capital gains stock redemption, would be applied against the basis of 
the stock or securities received and only the excess over basis would 
be taxed as capital gain. 

The advisory group would make a series of changes in the definition 
of a (D) reorganization (transfer of assets to controlled corporation) 
to deal with the “reincorporation” problem. The control require- 
ment, in case of such reorganizations (including statutory mergers 
or consolidations having the effect of a (D) reorganization) would be 
reduced from 80 percent to 50 percent. Where all or a part of the 
properties of one corporation are transferred to another corporation 
and, after the transfer, the transferor corporation, any one or more 
of its shareholders, or both, are in 50 percent control of the acquirin 
corporation, then, if the corporation whose properties are transferre 
is completely liquidated as a part of the plan pursuant to which the 
transfer is made, the transaction would constitute a (D) reorganiza- 
tion, with any boot received by the shareholders taxable as a dividend 
to the extent it has the effect of the distribution of a dividend 

Two additional changes are recommended. The first relates to 
(B) (acquisition of stock) reorganizations and the second relates to 
(A) (statutory mergers or consolidations) and (C) (acquisition of 
assets) reorganizations: 

(i) Under the proposed revision of the (B) reorganization definition, 
the reorganization provisions will be applied shareholder by share- 
holder. If the new continuity of interest test is met for the particular 
shareholder (i.e., at least two-thirds of the consideration received by 
him consists of stock of the acquiring corporation), the exchange will 
be regarded as in connection with a ae rte so long as the ac- 
quiring corporation has 80 percent control of the corporation after the 
acquisition (whether or not it had 80 percent control before the ac- 
quisition) or acquires such control within 6 months. Thus, where a 
parent corporation already owning 80 percent of the stock of a sub- 
sidiary desires to acquire additional stock from the minority stock- 
holders it may acquire such stock from one individual in exchange for 
its stock and from another individual in exchange for its cash, and the 
acquisition will be a reorganization to the minority shareholder selling 
his stock for stock and will be a taxable sale to the minority shareholder 
selling his stock for cash. 

(ii) A specific rule would be provided in the case of (A) (statutory 
mergers or consolidations) and (C) (acquisition of assets) reorganiza- 
tion to the effect that if the acquiring corporation already owns stock 
of the transferor corporation, the determination of whether two-thirds 
of the consideration received by the shareholders of the transferor 
consists of stock of the acquiring corporation shall be made by assum- 
ing that the acquiring corporation exchanged its stock for the assets 
of the transferor attributable to the stock previously owned by the 
acquiring corporation and that the stock of the acquiring corporation 
was thereupon distributed by the transferor corporation. Under this 
rule if the transferor corporation already owns two-thirds of the stock 
of the transferee corporation it may acquire all of the assets of the 
transferee corporation in exchange for its stock and cash. For ex- 
ample, suppose corporation P owns two-thirds of the stock of cor- 
poration S. It appears that P may be able to acquire all of the 
assets of S in a reorganization solely by transferrmg cash to the 
minority shareholders of S. 
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In addition to the changes described above, a number of additional 
amendments are recommended (eg. relating to the status of stock 
rights, and relating to acquisitions for parent’s or subsidiary’s stock). 


7. Limitations on net operating loss carryovers (Revised Report, pp. 
89-95; H.R. 4459, pp. 96-104) 

Existing law.—Section 381 of the 1954 Code specifically provides 
for a carryover of net operating losses to an acquiring corporation in 
the following situations: (1) liquidations of an 80 percent controlled 
subsidiary under which the parent corporation takes the basis of the 
subsidiary’s assets; and (2) reorganizations which (i) are statutory 
mergers or consolidations, (ii) are an acquisition of substantially all 
. the assets of a corporation in exchange for voting stock; (iii) are a 
transfer of substantially all the assets of a corporation to a controlled 
corporation (followed by the liquidation of the transferor corporation), 
or (iv) constitute a mere change in identity, form, or place of organi- 
zation of a corporation. Section 381 also provides specifically that 
in the case of such acquisitions (except reorganizations constituting a 
mere change in identity, form, or place of organization) the acquiring 
corporation shall not be entitled to carry back a net operating loss for 
a taxable year ending after the date of distribution or transfer to a 
taxable year of the distributor or transferor corporation. Section 381 
is not limited to the carryover of net operating losses. It also pro- 
vides for the carryover of 20 other tax attributes, including earnings 
and profits, methods of accounting, the effect of various elections, etc. 

Section 382 of the 1954 Code provides specific limitations on net 
operating loss carryovers in two general situations: (1) where, within 
a 2-year period, 50 percent or more of stock of a corporation is pur- 
chased; and (2) where, in the case of a reorganization specified in sec- 
tion 381 (but not in the case of a liquidation of an 80 percent owned 
subsidiary) the shareholders of the loss corporation (whether that 
corporation be the acquiring corporation or the acquired corporation) 
have less than a 20 percent interest in the acquiring corporation. 

The ‘‘purchase’’ rule of section 382 applies where 1 or more of the 
10 largest shareholders acquire, within a 2-year period, an additional 
50 percent of the stock of the loss corporation. In the case of such a 
purchase, if the loss corporation has not continued to carry on “a 
trade or business substantially the same as that conducted before’’ 
the change in percentage ownership of the corporation’s stock, then 
the net operating loss carryovers from prior taxable years are com- 
pletely eliminated. For example, if an individual acquires for cash 
100 percent of the stock of a loss corporation which is a mere shell, 
not conducting any trade or business, and subsequently transfers to 
that corporation a new trade or business, section 382 would apply and 
the loss carryovers of the old corporation would be completely 
eliminated. 

The “‘reorganization”’ rule of section 382 applies in the case of any 
reorganization specified in section 381. If either the transferor cor- 
poration or the acquiring corporation has a net operating loss which 
would be a carryover to the first taxable year of the acquiring corpo- 
ration ending after the date of transfer, and the stockholders of the 
loss corporation (whether the loss corporation is the acquiring cor- 
poration or the acquired corporation) own less than 20 percent of the 
stock of the acquiring corporation after the reorganization, then the 
total net operating loss carryovers of the loss corporation shall be 
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reduced proportionately. For each percentage point interest less 
than 20 percent the carryover is reduced by 5 percent. Accordingly, 

if the shareholders of the loss corporation have at least a 20 percent 
interest in the acquiring corporation aiier the reorganizavion no 
reduction of the loss carryovers will be made under section 382. If, 
on the other hand, the shareholders of the loss corporation have a 10 
percent interest in the acquiring corporation after the reorganization, 
then section 382 provides for a reduction of the loss carrvovers by 50 
percent. 

The reorganization limitation applies regardless of the form the 
reorganization takes—for example, the rule applies in the sxme manner 
whether the loss corporation in form acquires the pro’ table corpora- 
tion, whether the profitable corporation in form acquires the loss cor- 
poration, or whether a new entity comprised of the former loss corpo- 
ration and the former profit corporation emerges from the transaction. 
However, there are a number of obvious differences between the pur- 
chase rule of section 382 and the reorganization rule of that section: 

(1) Where stock of a loss corporation is purchased, there is no 
reduction of loss carryovers if the corporation continues to carry on 
a trade or business which is substantially the same as that conducted 
before. The reorganization rule may apply whether or not the seme 
trade or business is conducted after the reorganization. 

(2) The purchase rule is applicable where 50 percent or more of the 
loss corporation’s stock changes hands. On the other hand, under 
the reorganization rule, the limitation does not apply so long as 
there is a 20-percent continuity of interest with respect to the loss 
corporation. 

(3) Where the purchase limitation applies, the loss carryovers are 
completely disallowed. Where the reorganization limitation applies, 
loss carryovers are proportionately reduced in proportion to the 
change in stock ownership. 

Section 269 is derived from section 129 of the 1939 Code. It deals 
with a wide range of acquisitions “the principal purpose for which 
* * * is evasion or avoidance of Federal income tax * * *.” Where 
this purpose evists, the section provides that a net operating loss 
carryover (or other deduction, credit, or allowance) may be dis- 
allowed in whole or in part by t!.e Commissioner. A new subsection 
(c) was added by the 1954 Code providing that, if the consideration 
paid upon an acquisition “is substantially disproportionate” to the 
aggregate of (1) “the adjusted basis of the property of the corpora- 
tion’ and (2) ‘‘the tax benefits (to the extent not reflected in the ad- 
justed basis of the property) not available to such person otherwise 
than as a result of such acquisition,” that fact shall be prima facie 
evidence of the principal purpose of evasion or avoidance of Federal 
income tax. The Senate report indicates that “substantially dis- 
proportionate” is intended to mean ieee ke less than” (S. 
Rept. No. 1622, 83d Cong., 2d sess., p. 228). Accordingly, a pur- 
chase of stock of a corporation having a re ge net operating - loss carry- 
over and relatively few assets w ould apparently be prima facie evi- 
dence of tax avoidance if the purchase price reflects only the adjusted 
basis of the physical assets of the corporation. On the other hand, 
apparently, if the purchase price includes a sufficient amount paid for 
the tax benefit, there may not be a presumption of tax avoidance. 

Recommendations.—A number of technical amendments are recom- 
mended to section 381. These amendments, while important (they 
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are discussed under pt. II, below), generally do not change the rules 
of existing law described above and, accordingly, are not discussed 
here. The advisory group recommends the adoption of two tech- 
niques for dealing with the problem of loss carryovers: (i) amendment 
of section 382, and (ii) amendment of section 269. 

The first recommendation involves the complete revision of section 
382. Section 382 would be amended to provide that in any case in 
which there is a 50 percent change in ownership (whether occurrin: 
by acquisition of assets or of stock) loss carryovers will be permitte 
only to the extent that they do not exceed 50 percent of the net worth 
of the loss corporation. (The net worth of the loss corporation would 
_ be determined by reference to the consideration paid with respect to 
the change in ownership.) In general, this means that the value of 
the business apart from the tax benefit to be derived from the carry- 
overs, must be at least 3 times the tax benefit, or 1% times the amount 
of the carryovers (assuming a 50-percent rate). For example, if a 
corporation has loss carryovers totaling $200,000, at least $400,000 
would have to be paid for all of the stock of the business to obtain 
all of the carryovers. Since the tax benefits from the carryovers 
would be only $100,000, the acquired business itself would have to 
be worth at least $300,000. 

The second recommendation involves the revision of section 269. 
The present presumption (relating to purchase price) would be deleted 
and a new presumption would be added providing in effect that an 
acquisition is for one of the purposes condemned by section 269 
where, subsequent to the acquisition, the corporation does not con- 
tinue to carry on a trade or business substantially the same as that 
conducted prior to the acquisition. It is recommended that the 
application of this language be described in detail in the committee 
reports. 

tn addition to these changes, the advisory group recommends the 
adoption of a number of technical amendments to section 382 to 
eliminate a series of technical problems which have arisen. 





Il, RECOMMENDATIONS MAKING IMPORTANT CHANGES 
WITHIN THE EXISTING STATUTORY FRAMEWORK 


1. Section 302. Distributions in redemption of stock 


(i) Redemptions of stock owned by partnerships (Revised Report, 
pp. 3-4; H.R. 4459, p. 8) 

Existing law.—Section 302(b) (2) and (3) of existing law provides for 
capital gains treatment on certain redemptions of a corporation’s 
stock. In general, these are redemptions which are substantially 
disproportionate or are in complete termination of the shareholder’s 
interest. For the purposes of these provisions, the constructive 
ownership rules of section 318, attributing to a partnership stock 
owned individually by its partners, are applicable. Thus, under 
present law, where the A—-B partnership, in which 2 individuals each 
have a one-half interest, owns 500 of the outstanding 1,000 shares of 
stock of a corporation and partner A owns individually the remainin 
500 shares, a redemption of the stock owned by the partnership will 
not be entitled to capital gains treatment under section 302(b) (2) 
or (3), so that the stock redemption may result in dividend treatment 
to both partners, even though partner B owns no stock individually. 

Recommendation.—Under the proposed amendment to section 
302(c)(1), the stock redemption would be treated as though im- 
mediately prior to the redemption the partnership had distributed to 
its partners the stock owned by it and the stock redeemed had been 
redeemed from the partners. Thus, in the case above, partner A 
would be taxed as receiving a dividend, while partner B would be 
entitled to capital gains treatment. 

(ii) Complete termination of interest must include termination of 
spouse’s interest (Revised Report, p. 6;H.R.4459, pp. 8-9) 

Existing law.—Section 302(b)(3) of existing law provides capital 
gains treatment where a redemption is in complete redemption of all 
the shareholder’s stock in the corporation. For this purpose, section 
302(c)(2) provides generally that the family attribution rules shall not 
apply if, immediately after the distribution, the distributee has no 
interest in the corporation (other than an interest as a creditor), and . 
if he does not acquire any such interest within 10 years. 

Recommendation.—The advisory group recommends that attribution 
between husband and wife continue to apply in the case of such re- 
demptions, so that a complete termination of a shareholder’s interest, 
to be entitled to capital gains treatment under this provision, would 


have to include also a complete termination of the interest of the 
shareholder’s spouse. 


(iii) Retention or enforcement of rights as a creditor (Revised 
Report, p. 7; H.R. 4459, p. 11) 

Existing law.—Under the complete termination of an interest rule 
described under (ii) above, a shareholder whose stock has been re- 
deemed is not prohibited from acquiring or retaining a creditor interest 

14 
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in the redeeming corporation. Thestatute, however, makes no special 
provision regarding subsequent acquisitions of stock interests through 
enforcement of rights as a creditor. The regulations prohibit the 
acquisition. of stock of the redeeming corporation, a subsidiary, or a 
parent, even though the acquisition is in the enforcement of rights as 
a creditor, 

Recommendation.—Amendment proposed to permit a stock redemp- 
tion to qualify for capital gains treatment even though stock in the 
redeeming corporation (or its parenf, subsidiary or successor) is ac- 

uired by enforcement of rights as a creditor. It is provided, however, 
that an acquisition of stock shall not be considered to be in enforce- 
ment of rights as a creditor if default in payment of the obligation 
could reasonably be anticipated at the time of the stock redemption, 
‘ at the time of creation of the creditor relationship, whichever is 
ater. 


2. Section 803. Distributions in redemption of stock to pay. death taxes 
(Revised Report, pp. 11-12; H.R. 4459, p. 13) 

Existing law.—Under section 303, a distribution in redemption of a 
corporation’s stock which was included in a decedent’s gross estate 
is accorded capital gain treatment to the extent of death taxes and 
funeral and administration expenses (provided the stock comprised a 
specified portion of the decedent’s estate and is redeemed within a 
prescribed period of time). However, stock acquired by purchase, or 
acquired from the executor in satisfaction of a specific monetary 
bequest, has not been permitted to qualify under section 303. More- 
over, a revenue ruling (Revenue Ruling 56-270, C.B. 1956-1, 325) 
holds that a transfer of property to a surviving spouse pursuant to a 
fixed formula marital bequest will result in gain recognized to the estate 
to the extent its fair market value exceeds its basis, thus treating such 
a bequest as a specific monetary bequest. 

Recommendatwon.—An amendment to section 303 to permit stock 
received by a surviving spouse pursuant to a fixed formula marital 
bequest to be redeemed under section 303. The amendment would 
also permit stock received by any other person in satisfaction of any 
specific monetary bequest to qualify under section 303. 


3. Section 304. Redemption through use of related corporations (Revised 
Report; pp. 12-14; H.R. 4459, pp. 14-15) 

Existing law.—Under section 304 of existing law, where a “sister’’ 
corporation acquires stock in a “‘brother’’ corporation in exchange for 
property, the selling shareholder is taxed as if the corporation acquiring 
the stock made a distribution in redemption of its stock. (Brother- 
sister corporations are corporations which are controlled by one or 
more of the same persons—for example, where individual A owns 
all of the stock of corporations X and Y, they are regarded as brother 
and sister corporations.) If, taking into account the attribution rules, 
the selling sharcholder’s interest in the corporation whose stock he sells 
is not substantially changed, the amount received from the acquiring 
corporation will be taxed to the seller as.a dividend. In such a case, 
the amount which can be taxed as a dividend to the selling shareholder 
is limited to the earnings and profits of the acquiring corporation. 

Recommendation. —Add a new rule providing that in such a case the 
determination of the amount which is a dividend shall be made as if 
the property were distributed by the issuing corporation (i.e., the 








16 SUBCHAPTER C ADVISC2Y GROUP RECOMMENDATIONS 


corporation whose stock is sold) to the acquiring corporation and im- 
mediately thereafter distributed by the acquiring corporation. This 
rule is the same as the rule presently provided under section 304 in the 
case of the acquisition by a subsidiary of its parent’s stock. 


4. Section 306. Dispositions of certain stock—section 351 exchanges and 
capital contributions of section 306 stock (Revised Report, pp. 
17-19; H.R. 4459, pp. 16-17; pp. 57-58) 

Existing law.—Section 306 of the 1954 Code provides that the sale 
or redemption of “section 306 stock”’ will generally result in ordinary 
income treatment to the shareholder. This treatment is for the 
purpose of preventing a so-called “bailout” of earnings and profits. 
In general, ‘‘section 306 stock”’ is defined as stock (other than common 
stock issued on common stock) distributed to the seller as a non- 
taxable stock dividend; stock (other than common stock) received 
in certain nontaxable reorganizations; and stock the basis of which 
is determined by reference to the basis of section 306 stock. 

Under present law, transfers of section 306 stock to a corporation 
in an exchange under section 351 or as a contribution to capital do not 
give rise to an immediate tax since section 351 exchanges are excluded 
(in whole or in part) by section 306(b)(3) and since a contribution 
to capital does not give rise to an amount realized under section 
306(a)(1). Section 306 stock so transferred does continue, under 
present law, to be regarded as section 306 stock in the hands of the 
transferee corporation. Moreover, the stock received (or, in the case 
of a capital contribution, the stock previously owned) may also be 
characterized as section 306 stock under present law. However, 
it is not clear whether section 306(c)(1) may be superseded by section 
306(c)(2) (so that the stock of the transferee may escape characteri- 
zation as sec. 306 stock) where the corporation to which the stock is 
transferred does not have any earnings and profits. Moreover, the 
time as of which section 306(a)(1)(A) is to be applied (for the purpose 
of determining the dividend amount under sec. 306(a)(1)(A)(ii)) is 
not clear. 

Recommendations.—Amend section 306 to provide that if the dispo- 
sition of section 306 stock is a contribution to the capital of a corpora- 
tion, the shareholder shall be treated as realizing on the transfer an 
amount equal to the fair market value of the stock at such time. 
Accordingly, unless the transfer is in termination of the shareholder’s 
interest, under section 306(b)(1)(A), or is not in avoidance, under 
section 306(b)(4), the transfer will be taxed in the same manner as if 
the shareholder had sold the stock, to the extent that ordinary income 
would have been realized on such a sale. In addition, amend section 
351(a) so that stock or securities issued for section 306 stock shall not 
not be considered as issued in return for property to the extent that 
amounts realized from the disposition of such stock would be taxed as 
ordinary income under section 306(a)(1)(A). Accordingly, such trans- 
fers of section 306 stock will be taxable. The transfer will be taxable 
under section 306(a)(1)(A), unless the exception contained in section 
306(b)(1)(A) or in section 306(b)(4) applies. 

The amendment recommended to section 351 with respect to section 
306 stock, and the rule of present law to the same effect relating to 
stock or securities issued for services, is confined in its operation to 
denial of the benefits of section 351 to the recipients of such stock or 
securities upon the particular transaction, and does not prevent such 
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recipients from being treated as property transferors for purposes of 
meeting the control test. The effect of this change is to permit prop- 
erty transferors (i.e., those persons transferring property other than 
sec. 306 stock and other than services) to obtain nonrecognition of 
gain under section 351 where all of the transferors (including those 
transferring sec. 306 stock or services) are in 80 percent control of 
the corporation after the exchange. 


5. Section 307. Basis of stock and stock rights acquired in distribu- 
tions (Revised Report, pp. 21-22; H.R. 4459, p. 18) 

Exisiing law.—Under section 307(b) of the 1954 Code, if a corpora- 
tion distributes its stock rights to a shareholder in a nontaxable divi- 
dend and the fair market value of such rights at such time is less than 
15 percent of the fair market value of the old stock, then unless the 
shareholder elects otherwise, the basis of such rights shall be zero. 
Under this rule the following transaction is possible: A person can 
acquire a substantial amount of stock just before a distribution of 
stock rights is made. He may then receive the stock rights and 
exercise them. The distribution of the stock rights may temporarily 
depress the selling price of the stock. By reason of the zero 
basis rule provided in section 305(b), the shareholder may be able 
to realize a loss on the sale of the stock with respect to which 
the stock rights were distributed since the’ basis of such stock will not 
have been reduced by reason of the distribution. If the shareholder 
is a dealer, his loss will be an ordinary loss, deductible against ordinary 
income. If he is not a dealer, the loss on the sale will be a short-term 
capital loss which can be offset against any capital gains the share- 
holder may have. (The taxpayer’s short-term capital gains, in the 
absence of such an offset, would otherwise be taxed as ordinary 
income.) The stock acquired by virtue of the exercise of the rights 
can be held for 6 months and sold as a capital asset, thereby obtaining 
long-term capital gain or loss treatment, (In the case of a dealer, the 
stock must, within 30 days after receipt, be clearly identified in the 
dealer’s records as a security held for investment in order to acquire 
status as a capital asset.) 

Recommendation.—Amend section 307(b) by adding a limitation to 
the effect that the zero basis rule applicable in the case of distribution 
of stock rights shall be limited to situations where the aggregate fair 
market value of the rights received by the taxpayer from the dis- 


tributing corporation does not exceed $1,000 at the time of the dis- 
tribution. 


6. Sections 311 and 336, Tazxability of corporation on distributions 
(Revised Report, pp. 22-23, 57-59; H. R. 4459, pp. 19-20, 56-57) 
Existing law.—Section 311 of the 1954 Code provides that, except 
in three limited instances (relating to distributions of installment 
obligations, distributions of LIFO inventory, and distributions of 
property with liabilities in excess of basis) a corporation is not taxed 
on property distributed to shareholders with respect to their stock 
(including distributions in redemption of stock other than distribu- 
tions in complete or partial liquidation). Section 336 of the 1954 
Code provides that, except in the case of certain distributions of in- 
stallment obligations, the corporation is not taxed on property distrib- 
uted in partial or complete liquidation of the corporation. 
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Recommendations.— Amend section 311 by adding a new subsection 
applicable to distributions by a corporation of inventory assets (in- 
cluding unrealized receivables and fees), The new rule would require 
the corporation to restore to gross income any deductions, credits, or 
allowances relating to the-distributed inventory assets, Furthermore, 
in the case of any distribution of inventory an adjustment must. be 
made effecting the removal of the assets and any costs pertaining 
thereto from the opening inventory and/or subsequent cost records 
of the corporation for the year in which the distribution is made. 

Amend section 336 to provide that the rules contained in section 
311 (as amended) taxing a corporation with respect to distri- 
butions shall be applicable in the case of any distribution in partial 
liquidation of a corporation which is not one of a series of distributions 
in complete liquidation. 


7. Section 318. Constructive ownership of stock (Revised Report, pp. 
25-29; H.R. 4459, pp. 22-28) 


Existing law.—Section 318 of the 1954 Code provides a series of 
constructive stock ownership rules for purposes of those provisions of 
subchapter C to which these rules are expressly made applicable. For 
example, these rules are frequently applicable in determining whether 
or not a redemption of stock by a corporation shall be treated as a 
dividend distribution. The constructive ownership rules of section 
318 relate to six general situations: (i) the members of an individ- 
ual’s family; (ii) partners and partnerships; (iii) estates and benefici- 
aries, (iv) trusts and their beneficiaries; (v) corporations and their 
shareholders; and (vi) options. The rules provide for attribution to 
partnerships, estates, trusts and corporations of the stock owned by 
partners, Repsicianien, and shareholders. In addition, the rules of 
section 318 provide that stock owned by partnerships, estates, trusts 
and corporations shall be considered as owned by the partners, benefici- 
aries, and shareholders. 

Under the present rules of section 318, stock attributed to a part- 
nership, estate, trust, or corporation may in turn be reattributed out 
of that entity to the persons having an interest in it. Difficult prob- 
lems have arisen because of this reattribution. The literal applica- 
tion of this rule can result in stock being attributed to persons who 
are not related within the attribution rules, merely because they have 
a common interest in another entity. 

Under existing law, an individual is considered as owning the stock 
owned by his spouse and by his children, grandchildren, and parents. 
An individual is not considered as owning the stock owned by a spouse 
legally separated from him under a decreee of divorce. However, it 
has been held that a ‘‘decree of divorce” does not include an inter- 
locutory decree of divorce. 

Under section 318, any stock owned by a partnership is considered 
as owned proportionately by its partners. In addition, any stock 
owned by any partner is considered as owned by the partnership. 

In the case of estates, stock owned by the estate is attributed to 
the beneficiaries of the estate in accordance with their present interest 
in the estate. Similarly, stock owned by beneficiaries having a 


direct present interest in the estate is considered as owned by the 
estate. 


SUBCHAPTER C ADVISORY GROUP RECOMMENDATIONS 19 


In the case of trusts, stock owned by a trust is attributed to its 
beneficiaries in accordarice with their actuarial interest in the trust. 
Stock owned by a beneficiary of a trust is considered as being owned 
by the trust except where the beneficiary’s interest in the trust is a 
remote contingent interest, 

In the case of corporations, if 50 percent or more in value of the 
corporation’s stock is owned by a shareholder, then the corporation 
is considered to own the stock owned by the shareholder, and the 
shareholder is considered as owning the stock owned by the corpora- 
tion (in proportion to the value of the stock owned by him to the value 
of all the corporation’s stock). 

Any person having an option to acquire stock is considered as 


owning such stock. 


Recommendations.—Proposed rules for attribution from partner- 
ships, estates, trusts, and corporations are incorporated in paragraph 
(2) of section 318(a). Proposed rules for attribution to partnerships, 
estates, trusts and corporations are incorporated in paragraph (3) of 
section 318(a). The reattribution possible under existing section 318 
will be eliminated, since it will be provided that stock attributed to 
the entities under paragraph (3) shall not be reattributed under 
paragraph (2). 

Stock owned by grandparents would be attributed to their grand- 
children. (Under present law, stock owned by grandchildren is con- 
sidered owned by their grandparents, but stock owned by the grand- 
parents is not considered owned: by their grandchildren.) 

The statute would be amended to provide expressly that there will 
be no attribution between spouses separated under an interlocutory 
decree of divorce. 

A 5-percent limitation would be made applicable in the case of 
attribution from partnerships, estates, trusts, and corporations. 
Stock owned by a partnership shall be considered as owned propor- 
tionately by any partner having an interest of 5 percent or more in 
the capital or profits of the partnership; stock owned by an estate or 
trust. shall be considered as being owned by any beneficiary having an 
actuarial interest of 5 percent or more in the estate or trust (in propor- 
tion to his actuarial interest) ; and stock owned by a corporation shall 
be considered as owned proportionately by any shareholder owning 
5 percent or more in value of its stock (excluding stock which is 
limited and preferred as to dividends). In determining who is a 
beneficiary of an estate or trust, there shall be excluded those bene- 
ficiaries who cannot under any circumstances receive any interest in 
the stock, the proceeds of disposition thereof, or the income therefrom. 

The rules for attribution to partnerships, estates, and trusts are the 
same as the rules for attribution from such entities. Thus, there will 
be no attribution to such entities of stock unless the owner of such 
stock-has an interest of 5 percent or more in that entity. This 5 
percent interest is computed on the same basis as the 5 percent inter- 
ests are computed for purposes of attribution from such entities. 
In the case of attribution to a corporation, however, the advisory 
group recommends the retention of the rule of present law restricting 
attribution to cases in which the shareholder owns 50 percent or more 
in value of the corporation’s stock. 








20 SUBCHAPTER C ADVISORY GROUP RECOMMENDATIONS 


8. Section 332. Complete liquidations of subsidiaries 
(i) Sale of minority stock to avoid section 332 (Revised Report, 
p. 49; H.R. 4459, pp. 32-33). 

Existing law.—Under section 332 of existing law neither gain nor 
loss is recognized to a parent corporation upon its receipt of property 
in complete liquiiation of a subsidiary corporation. In order. for 
this section to apply, however, the parent corporation receiving the 
property must, on the date of adoption of the liquidation plan ‘and at 
all times thereafter until receipt of the property in liquidation own 
and continue to be the owner of at least 80 percent of the subsidiary’s 
stock. In some instances the application of this section has been 
avoided by the sale by the parent corporation, purely for tax reasons, 
of a very small amount of the liquidating subsidiary’s stock after the 
adoption of the plan of liquidation but before its completion. The 
effectiveness of this practice has been upheld by the courts. 

Recommendation.—The advisory group has recommended an amend- 
ment to this section providing that the disposition by the parent cor- 
poration in anticipation of or after an adoption of a plan of liquidation 
of stock in the subsidiary possessing less than a majority of the voting 
power of all classes of the subsidiary stock is to be treated as though 
the parent corporation received the property on liquidation and then 
disposed of the property rather than disposed of the stock, unless the 
disposition was not for the principal purpose of avoiding the applica- 
tion of these rules. 


(ii) Effect of satisfaction of indebtedness to parent having basis 
above or below value of properties recewed (Revised Report, 
pp. 49-50; H.R. 4459, p. 33) 

Existing law.—Under existing law in connection with a complete 
liquidation of a subsidiary under section 332, if property is transferred 
by a liquidating subsidiary to a parent corporation in satisfaction of 
indebtedness which has a basis to the parent above or below the fair 
market value of the property received from the subsidiary, the parent 
corporation realizes gain or loss. 

Recommendation.—The advisory group recommends that no gain or 
loss be recognized to the parent corporation when the indebtedness is 
satisfied in the course of the complete liquidation under section 332 
provided, however, that where appropriate: (i) the basis to the parent 
of the property rec eived from the subsidiary is adjusted by an amount 
equivalent to the gain or the loss the parent realized but did not 
recognize or (ii) the basis to the parent of the property received is 
limited to the basis to the parent of the subsidiary’s stock and the 
indebtedness so satisfied. The proposal, however, would not extend 
nonrecognition of gain treatment to interest, payment of which would 
have been includable in gross income as interest. In connection with 
its recommendations for section 334 the following points are noted. 
First, where the basis of properties received by a parent from the sub- 
sidiary is to be determined under section 334(b)(1) (providing for a 
carryover to the parent corporation of the subsidiary’s basis for the 
properties), an adjustment of basis is required not only with respect to 
the property received in the transfer to the parent as a creditor under 
section 332 but also with respect to property distributed to the parent 
as a stockholder under that same section. This is considered necessary 
to cover the situation where, in the liquidation, the indebtedness is 
paid off in money and the remaining property is distributed with 
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respect to the stock. Second, even though the basis is determined 
under section 334(b)(2) “(providing for a carryover of the parent’s 
basis for its stock in the subsidiary corporation to the property received 
in the liquidation) an amendment has been eventual by the advisory 
group limiting the basis to the parent of the property received to the 
basis the parent has for the stock of the subsidiary and the subsidiary’s 
indebtedness which has thus been satisfied. 


9. Section 334. Basis of property received in liquidations—Distribution 
of installment obligations in. a liquidation of a subsidiary to which 
the special stock basis rule is applicable (Revised Report, p. 53; 
H.R. 4459, p. 39) 


Existing law.—Under section 453(d)(4) of existing law no gain or 
loss is recognized with respect to a distribution of installment obliga- 
tions in a liquidation under section 332 (relating to complete liquida- 
tions of a subsidiary, 80 percent owned). If the basis in the hands of 
the parent corporation of the property of a subsidiary which is liqui- 
dated under section 332 is determined under section 334(b)(2) (under 
which the parent takes as its basis for the assets received from the 
subsidiary the cost basis it had for the stock in the subsidiary), it 
appears that the parent corporation may obtain a stepped-up basis 
for the installment obligations without payment of any tax. The 
only tax paid would be the capital gains tax, if any, paid by the 
selling stockholders at the time of their sale of stock to the parent 
corporation. 

Recommendation.—The advisory group has proposed an amendment 
to section 453(d)(4)(A) to prevent the distribution without tax to the 
distributing corporation—the subsidiary—of installment. obligations 
at a stepped-up basis under section 334(b)(2). Gain on the install- 
ment obligation would be recognized to the subsidiary as the result. of 
its transfer of the installment obligation to the parent corporation, 
even though it is a transfer made in a complete liquidation of a 
subsidiary governed by section 332, if the special stock basis rule 
applies. 


10. Section 387. Gain or loss on sales or exchanges in connection with 
certain liquidations 

(i) Involuntary conversions (Revised Report, p. 54; H.R. 4459, 
pp. 39-41) 

Existing law.—Section 337 provides, subject to certain qualifica- 
tions, for the nonrecognition of gain or loss on sales or exchanges of 
corporate assets following the adoption of a plan of liquidation, if 
the liquidation is completed within a i2-month period beginning on 
the date the liquidation plan is adopted. The Internal Revenue 
Service has ruled (Revenue Ruling 56-372, C.B. 1956-2, 187) that 
the receipt of fire insurance proceeds from the complete destruction 
of a building by fire, resulting in an involuntary conversion, does not 
constitute a “sale’’ for the purpose of obtaining nonrecognition of 
gain or loss benefits where the liquidation of corporate assets is made 
pursuant to section 337. The fact that section 1033 characterizes 
the destruction of property and indemnification for its loss as an 
involuntary conversion, it is held, does not establish that the events 
constitute a sale or exchange; nor are the provisions of section 1231 (a) 
effective to characterize the event as a sale or exchange. 
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Reecommendation.—The advisory group recommends that the non- 
recognition treatment now provided by section 337 be extended to 
all involuntary conversions. The advisory group proposes as to such 
conversions to relax the strict requirements of the section with respect 
to the time of adoption of the liquidation plan. The advisory group 
proposes also to revise the distribution requirement with respect. to 
such conversions. 

Accordingly, the advisory group has recommended that. an involun- 
tary conversion be considered a sale or exchange for this p se and 
that the requirements regarding the time of distribution and the re- 
quirement that the sale or exchange occur within the 12-month period 
referred to in the statute be considered satisfied if the 12-month period 
begins not later than 60 days after the disposition of the converted 
property and the proceeds of the conversion are distributed within 
the 12-month period or within 60 days after the receipt thereof by the 
corporation, whichever is later. 


(ii) Assets not easily distributable among shareholders (Revised 
Report, pp. 55-56; H.R. 4459, pp. 39-41) 

Existing law.—In order for the nonrecognition provisions of section 
337 to be applicable, all of the assets of the corporation, except those 
assets retained to meet claims, must be distributed in complete liquida- 
tion within the 12-month period beginning on the date of adoption of 
the plan of complete liquidation. Sometimes, however, the sale of 
assets in the course of a section 337 liquidation involves the receipt of 
debt securities or other considerations from the purchaser which are 
difficult to distribute within a 12-month period among a substantial 
number of shareholders. A liquidating corporation may also have 
other assets, such as claims in litigation, which are not susceptible of 
prompt distribution. 

Recommendation.—The advisory group has recommended that re- 
lief be provided in such situations. Accordingly, it has recommended 
an amendment to provide that a transfer of assets made by a liquidat- 
ing corporation within the 12-month period to a liquidation trust or 
agency for the benefit of stockholders shall be treated as a distribution 
of the assets to the stockholders in liquidation for purposes of section 
337 and for purposes of the complete liquidation provisions of section 
331 and as a transfer of the assets by the stockhahtaia to the trust or 
agency, provided the income of the trust or agency is currently 
taxable to its beneficiaries. These provisions are intended to prevent 
the postponement of gain by shareholders that would have been 
realized by them upon a direct distribution of the assets to them at 
the time of the creation of the trust or agency. 


(iii) Dissenting stockholders’ claims (Revised Report, p. 56; 
H.R. 4459, pp. 39-40) 

Existing law.—In order for the nonrecognition provisions of sec- 
tion 337 to be available, among other things, all of the assets of the 
corporation, less assets retained to meet claims, must be distributed 
within the 12-month period beginning on the date of the adoption 
of a plan of complete liquidation. The Treasury regulations under 
section 337 provide that no amount may be set aside to meet clai 
of shareholders with respect to their stock. 

Recommendation.—The advisory group recommends that claims of 
dissenting stockholders qualify as claims for which assets may be 
retained beyond the 12-month period. 
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11. Section 346. Partial liquidations (Revised Report, pp. 57-61; 
H.R. 4459, pp. 52-56) 

Existing law.—Gain or loss realized by a shareholder on the receipt 
of property in partial liquidation of a corporation is treated as capital 
gain or capital loss. Section 346 of the code defines partial liquidation. 
A partial liquidation includes a stock redemption not essentially equiv- 
alent to a dividend and, also, a distribution meeting the following two 
requirements: (i) The distribution is attributable to the corporation's 
ceasing to conduct or consists of the assets of a trade or business which 
has been actively conducted throughout a 5-year period immediately 


_ before the distribution, and which trade or business was not acquired 


within such period in a transaction in which gain or loss was recognized ; 
and (ii) immediately after the distribution the liquidating corporation 
is actively engaged in the conduct of a trade or business which was 
actively conducted throughout the 5-year period ending on the date 
of distribution and which was not acquired within that 5-year period 
in a transaction in which gain or loss was recognized. 

Recommendation.—The advisory group has recommended that the 
satisfaction of either a revised “‘termination of business”’ test, a new 
“reduction of business’ test, or the existing general test of “not 
essentially equivalent to a dividend” entitle the distribution to 
partial liquidation status. The termination of business test, as pro- 
oes to be amended by the advisory group, will constitute a partial 
iquidation only if the amount of the distribution attributable to the 
corporation’s ceasing to conduct a separate trade or business is at least 
equal to 20 percent of the excess of the fair market value of assets of 
the corporation over the liabilities of the corporation existing immedi- 
ately before the distribution. The advisory group reports this 20 per- 
cent requirement will insure that the distribution will represent a 
significant portion of the net worth of the corporation and will serve 
to distinguish it from an ordinary distribution of current profits. The 
new rule added by the advisory group would extend partial liquidation 
treatment to a distribution attributable to a reduction by a corpora- 
tion of an active business provided the distribution consists of all or 
part of the assets which prior to such reduction of the active business 
were reasonably required for the conduct of such business but which 
as a result of such reduction are no longer reasonably required for such 
pat or the proceeds of the sale or other disposition of any or all 
such assets, and provided, among other things, that the sum of the 
cash and the fair market value of the other property included in the 
distribution is at least equal to 50 percent of the amount by which the 
fair market value of the assets exceed the liabilities of the corporation 
immediately before the distribution. This treatment would be avail- 
able only if immediately after the distribution, the corporation is 
engaged in active business. 


12. Section 355. Distribution of stock and securities of a controlled corpo- 
ration (Revised Report, pp. 65-66; H.R. 4459, pp. 62-68) 

Eristing law.—Section 355 of existing law provides for the separa- 
tion, without recognition of gain or loss to shareholders and security 
holders, of two or more existing businesses formerly operated, directly 
or indirectly, by a single corporation. It applies only to the separa- 
tion of existing businesses which have been in active operation for at 
least 5 years and which, in general, have been owned for 5 years by the 
corporation making the distribution of stock or stock and securities. 
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Section 355 does not apply to the division of a single business. Section 
355 is concerned with two general types of separations of businesses. 

The first is the distribution of the stock of an existing corporation. 
The second is the distribution of the stock of a new corporation which 
stock was received in exchange for the assets of a business previously 
operated by the distributing corporation. In both cases section 355 
of existing law contemplates a continued operation of the businesses 
existing prior to the separation. Section 355 is not applicable unless 
the controlled corporation and the distributing corporation are each 
engaged in the active conduct of a trade or business. 

Recommendation.—The advisory group has recommended that 
section 355 be amended to coordinate it more fully with section 346 
(relating to partial liquidation), and to give to the Secretary or his 
delegate authority to approve of certain corporate divisions not 
specifically permitted in the statute if he is satisfied that tax avoidance 
is not one of the principal purposes of the transaction. In order to 
correlate section 355 more duns y with section 346 the advisory group 
has recommended that the active trade or business requirement, for 
purposes of section 355, mean the same as it does in section 346, and 
that there be added a requirement that the fair market value of the 
stock or securities of a controlled corporation distributed be not less 
than 20 percent or more than 80 percent of the net worth of the dis- 
tributing corporation immediately before the distribution. Thislatter 
rule corresponds to the requirement in the proposed partial liquidation 
provisions to the effect that the distribution will not be treated as a 
distribution in partial liquidation unless the sum of the cash and fair 
market value of other properties distributed is equal to at least 20 
percent of the net worth of the distributing corporation. 

The advisory group has recommended that even though the 
transaction does not otherwise qualify under section 355 either 
because of the failure to satisfy active business requirements or the 
20 percent distribution requirement, it will nevertheless qualify if it 
is established to the satisfaction of the Secretary or his delegate that 
the distribution of stock or securities of a controlled corporation is 
not in pursuance of a plan having as one of its principal purposes the 
avoidance of Federal income tax. For example, even if the controlled 
corporation and the distributing corporation are not engaged in sepa- 
rate businesses, the Secretary or his delegate might find that a divi- 
sion of a single business qualifies under section 355, particularly if 
after the division certain stockholders will own stock in only one of 
the corporations and the remaining stockholders will own only stock 
in the other corporation, 


13. Section 371. Reorganization in certain receivership and bank- 
ruptey proceedings (Revised Report, pp. 84 & 70; H.R. 4459, pp. 
89, 68-74) 

Existing law.—Under the 1939 Code if a shareholder or a security 
holder of a corporation involved in certain insolvency reorganiza- 
tions received ‘‘boot”’ as well as stock or securities the boot could in 
appropriate circumstances be taxed as a dividend. (‘‘Boot’’ is prop- 
erty other than stock or securities permitted to be received without 
recognition of gain or loss.) However, the comparable provision in 
the 1954 Code (sec. 371(b)(2)) provides only that the receipt of boot 
can give rise to the recognition of gain and does not, provide that any 
part of such gain may be treated asa dividend. 
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Recommendation.—The advisory group has recommended that 
section 371(b) be amended to provide that beot so received shall be 
treated the same as boot is treated in any other reorganization, as 
provided in section 356, in which event it can then be taxed as a 
dividend, as a partial liquidation, as a redemption of stock under 
section 302(a), as interest, or as a return of capital, as may be appro- 
priate in each case. Further, the advisory group would provide a rule 
similar to that in section 354 (relating to reorganizations generally) to 
the effect that the complete nonrecognition provisions of section 371 
are not to apply if the principal amount of securities received exceed 
the principal amount of securities surrendered or any securities are 
received and no such securities are surrendered. Where section 371(b) 
would apply to an exchange but for the fact that the property received 
in the exchaage consists not only of property which is permitted by 
that section 19 be received without recognition of gain or loss but also 
of other property or money (i.e. “boot’’) then the boot rules of section 
356 come into play and determine both the extent to which the boot 
will be subjected to tax and the character of the boot (i.e., dividend 
or capital gain or return of capital). As a result of the advisory group 
recommendations, the boot rules applicable to insolvency reorganiza- 
tions would be the same as those applicable to reorganizations generally. 


14. Section 381. Carryovers in certain corporate acquisitions. 


(i) Corporate divisions under sections 355 and 356 involving 
intercorporate transfers under section 351 (Revised Report, 
pp. 85-86; H.R. 4459, pp. 90-96) 


Existing law.—Section 381 of existing law now provides that an 
acquiring corporation in certain types of nontaxable asset acquisitions 
shall succeed to and take into account certain specified tax attributes 
of the distributor or transferor corporation, subject to conditions and 
limitations which are set forth therein. Subsection (c) of section 381 
lists the particular items that are referred to. The types of nontax- 
able asset acquisitions now referred to in subsection 381 (a) are (i) liqui- 
dations of subsidiaries under section 332, but only where the parent 
corporation takes over the subsidiary’s assets basis; and (ii) transfers 
in reorganizations under section 368(a)(1) (A), (C), and (D) (but only 
if the requirement of sec. 354(b)(1) (A) and (B) are met) and (F). 

Although section 312(i) of the 1954 Code provides that» in the 
ease of corporate divisions qualifying under section 355 or 356 
proper allocation with respect to earnings and profits of the distributing 
corporation and the controlled corporation or corporations shall be 
made under regulations prescribed by the Secretary or his delegate, 
section 381 excludes such corporate divisions from its application. 

Recommendation.—The advisory group has recommended that sec- 
tion 381 be amended to cover intercorporate section 351 transfers in 
connection with corporate divisions that qualify under sections 355 
and 356; and that in the case of such transactions the designated 
tax attributes of section 381 be divided between the respective 
corporations in a manner appropriate to the character of the items 
and their relationship to the assets and liabilities of the respective 
corporations. 


(ii) Treatment of obligations deductible by transferor corporations 
if paid by it (Revised Report, p. 88; H.R. 4459, p. 95) 


Existing law.—The present ‘paragraph (16) of section 381 (c) permits 
an acquiring corporation to deduct certain obligations and liabilities 
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of the transferor corporation assumed on the reorganization if such 
corporation’s liabilities would have been deductible by the transferor 
corporation if paid by it. However, the last sentence of the paragraph 
makes it inapplicable if such obligations are reflected in the amount of 
stock, securities, or property transferred by the acquiring corporation 
to the transferor corporation in consideration for the latter’s property. 
The benefit of this provision is, in general, limited to liabilities for 
which no provision was made and which were unknown or contingent. 
at the time of the acquisition. 

Recommendation.—The advisory group recommends the elimination 
of the last sentence of the present paragraph (16) of section 381(c), 
which as a result of renumbering, becomes paragraph (12) of the ad- 
visory group’s amended section 381(c). 


(iii) Catchall provision (Revised Report, pp. 88-89; H.R. 4459, 
pp. 95-96) 

Existing law.—There is at present no catchall provision in section 
381 designed to permit its application to other tax attributes not 
specifically described in section 381, though they may be of the same 
general character. The advisory group reports one such item is the 
right of an acquiring corporation to continue amortizing an emergency 
facility on the basis of a certificate of necessity granted to the trans- 
feror corporation, as permitted under the 1939 Code. Other such 
items as to which the rights of an acquiring corporation are not 
specified include research expenditures, excess soil and water conserva- 
tion expenditures, foreign tax credits, elections on war loss recoveries, 
and borrower status for section 312(j) windfall distributions. 

Recommendation.—The advisory group recommends that a general 
provision be added at the end of the itemized list of tax attributes in 
subsection (c) of section 381, providing that the acquiring corporation 
shall be treated as a distributor or transferor corporation with respect 
to any item or for any purpose not referred to in subsection (c) if it 
is established to the satisfaction of the Secretary or his delegate 
that such item or purpose is in a category similar to that of any of the 
items referred to and that such treatment is consistent with the treat- 
ment of such claim. This is covered by the proposed new paragraph 
17 of the advisory group’s amended section 381(c). 


Ill, RECOMMENDATIONS MAKING TECHNICAL AMEND)- 
MENTS (CHANGES OF RELATIVELY MINOR IMPORTANCE 


MADE WITHIN THE EXISTING STATUTORY FRAME- 
WORK) 


In addition to the major recommendations discussed under parts 
I and II above, the advisory group has recommended a number of 
changes in existing law which are. technical in nature and are made 
within the existing statutory framework and policies of subchapter C. 
These technical amendments, and the reasons for them, are discussed 
in the revised report of the advisory group. They are listed. below in 
order of the sections of subchapter C to which they would amend. 

Section 301.. Distributions of property —Technical amendments re- 
vising the rules with respect to the amount of the distribution in the 
case of certain distributions of property by a corporation to a cor- 
porate shareholder. 

Section 302. Distributions in redemption of stock.—Technical amend- 
ments with respect to corporations having no earnings and profits; 
corporations having two classes of voting stock; the time for testing 
application of section 302(a); redemptions of preferred stock; appli- 
cation of constructive ownership rules to section 302(b)(1); series 
transactions; retention or reacquisition of interest in subsidiary, 
parent, or successor corporations; and lost basis. 

Section 304. Redemption through use of related corporations.— 
Technical amendments concerning determination of dividend equiva- 
lence; stock treated as capital contribution; and elimination of over- 
lap between brother-sister and parent-subsidiary rules. 

Section 306. Dispositions of certain stock—Technical amendments 
concerning stock having transferred or substituted basis; common 
stock received in reorganizations in respect of certain preferred 
dividend arrearages; and application of constructive ownership rules 
where stock is received in a corporate reorganization or separation. 

Section 334. Basis of property received in liquidations—Technical 
amendments concerning time within which subsidiary’s liquidation 
must be commenced or completed for purpose of special stock basis 
rule; successive liquidations of controlled corporations for purpose of 
special stock basis rule; and stock acquired pursuant to an option. 

Section 337. Gain or loss on sales or exchanges in connection with 
certain liquidations.—Techpical amendments concerning successive 
liquidations of controlled corporations; and correlation with reorgani- 
zation provisions. 

Section 346. Partial liquidation defined.—Technical amendments co- 
ordinating section 346 with section 302; definition of active business; 
and dividends paid deduction and information returns. 

Section 351. Transfer to corporation controlled by transferor.—Techb- 


nical amendments concerning section 355 transactions and reorgani- 
zations. ‘ 
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Section 354. Exchanges of stock and securities in certain reorganiza- 
tions.—Technical amendments concerning ‘‘splitups.”’ 

Section 355. Distribution of stock and securities of a controlled cor- 
poration.—Technical amendments concerning definition of active busi- 
ness. 

Section 356. “Receipt of additional consideration. — Technical amend- 
ments reversing theory of Howard v. Commissioner; relating to boot 
received in certain reorganizations and corporate divisions; and relat- 
ing to exchanges for section 306 stock. 

Section 357. Assumption of liability.—Technical amendments relat- 
ing to liabilities in excess of basis. 

Section 358. Basis to distributees.—Technical amendments relating to 
property received for treasury stock. 

Section 361. Nonrecognition of gain or loss to corporations.—Tech- 
nical amendments relating to Howard case; boot received in certain 
reorganizations; reduction of corporate gain for boot distributed; ‘and 
distribution of money. 

Section 362. Basis to corporations.—Technical amendments where 
stock or property is acquired by a subsidiary in exchange for parent’s 
stock; and for property. acquired in exchange for treasury stock. , 

Section 381. Carryovers and certain corporate acquisitions.—Tech- 
nical amendments relating to subparagraph (C) reorganizations in- 
volving asset acquisitions by, or asset transfers to, subsidiaries; 
accounting methods; and dividend carryovers. 
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EFFECTIVE DATES 
(Revised Report, p. 95; H.R. 4459, p. 105) 


The advisory group recommends that as a general principle the 
amendment: recommended by it shall be effective prospectively only. 
The date when the amendments should generally become effective 
has been left open (in view of the fact that the time of the enactment 
of the proposed amendments could not be foreseen). The proposed 
amendments to section 302(b)(1) (relating to deficit companies) ; sec- 
tion 302(b)(6) (relating to application of constructive ownership rules 
to sec. 302(b)(1)); “a section 303 (relating to stock redemptions to 
pay death taxes), however, would take effect as of June 22, 1954. In 
the case of certain specified transactions carried out pursuant to plans 
adopted before the date of enactment of-the amendments or before 
the date the act becomes generally effective, whichever is earlier, the 
amendments would not apply unless the taxpayer so elects. 
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